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TECHNICAL EXCELLENCE FRS 17 LEASES
Don’s Column: Exposure Draft on Leases
BY
KHOO TENG AUN
IMPACT ON LESSEE’S TAX COMPUTATION IN SINGAPORE
 
Under Financial Reporting Standard (FRS) 17, lessees are required to classify their
lease contracts either as an operating lease (OL) or a finance lease (FL) based on
whether the risk and rewards of ownership are transferred substantially to the
lessee. For an FL, the lessee will recognise a lease asset and liability in the balance
sheet and the amortisation and interest expense in the income statement. However
for an OL, the lessee only recognises lease payments as an expense and no assets
nor liabilities are recognised in the balance sheet.
 
 
To avoid such disparate treatment, an exposure draft (ED) on leases was published by
the International Accounting Standards Board (IASB) in August 2010 and
subsequently revised in May 2013. The purpose of the ED is to provide greater
comparability, consistency and transparency between OL and FL. The ED treats all OL
as FL unless the lease term is less than 12 months. Lessees with OL would be most
impacted under the ED, as they now have to recognise lease assets and liabilities and
amortisation and interest expenses.
 
The ED treats all operating lease (OL) as finance lease (FL) unless the
lease term is less than 12 months. Lessees with OL would be most
impacted under the ED, as they now have to recognise lease assets and
liabilities and amortisation and interest expenses.
 
The purpose of this article is to examine the tax implications for lessees of non-
property leases arising from the change in treatment of OL under the ED.
 
ILLUSTRATION
 
Assume a lessee with a 31 December year-end with an incremental borrowing rate of
4%. The lessee leases a machine, treated as an OL under FRS 17, for three years for
three annual payments of $1,000 payable at the beginning of the period, say, 1
January each year.
 
ACCOUNTING UNDER FRS 17
 
The lessee’s accounting for the OL over the three-year lease term is shown in Table 1.
 
 
 
The current tax treatment for OL is to allow the full deduction of the lease payments
as shown in Table 2. OL does not have interest expense as it is not considered a
as shown in Table 2. OL does not have interest expense as it is not considered a
financing arrangement. There are also no capital allowances (CA) granted for both the
OL and FL (not treated as a sale) as the ownership of the leased asset still vests in the
lessor from the tax perspective. CA is only granted to the lessee for an FL treated as a
sale provided it is a plant or machinery.
 
 
 
ACCOUNTING UNDER ED
Tables 3 and 4 show that under the ED, the lessee would have to recognise a Right-of-
use (ROU) asset and a lease liability measured initially by the present value (PV) of
lease payments over the lease period. As the lease payment of $1,000 is paid upfront
on 1 January, the lease asset differs from its lease liability by $1,000.
 
In addition,
an annual amortisation expense of $962 for the ROU asset on a straight-line basis, and
interest expense due to the unwinding of the PV on the lease liability have to be recognised in the
income statement.
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The total expense incurred by the lessee over the lease term under the ED and FRS 17
are exactly the same. However, under the ED, expenses are higher in the earlier years
and lower in the later years.
 
TAX ISSUES IF ALIGNED WITH THE ED
 
If the tax authorities decide to align the tax laws with the ED, will the OL under FRS 17
be now considered as an FL not treated as a sale or otherwise?
be now considered as an FL not treated as a sale or otherwise?
 
If the OL is treated as an FL not treated as a sale, the amortisation of the ROU asset
like depreciation is currently not tax deductible as it is considered as a capital
expenditure. Also, the interest expense of $75 and $39 shown in Table 4 arises from
discounting and not from money borrowed by the lessee. Therefore they are not
actual interest expenses and hence not tax deductible.
 
The total expense for Year 1 is $1,037 but the actual expense incurred is only $1,000
which is the lease payment. Although the total amount expensed over the lease
period is equal to the cumulative amounts incurred, the tax authority is unlikely to
give deductions where the amount has not been incurred.
 
If the OL is treated as an FL treated as a sale, will CA be granted on the ROU asset as
it is not a plant or machinery under the Singapore Income Tax Act (SITA)? Another
related issue is the amount which qualifies for CA should the ROU asset be
considered as plant or machinery. Under the ED, the value of the ROU asset is based
on the PV of lease payments but this valuation is tainted with subjective assumptions
of discounting rate and the tenor of lease contract. As the lease payments of $3,000
are paid over a period of three years, the value of the ROU asset may also not be
considered as incurred, as required by the SITA, in its initial recognition. In addition,
the interest expense issue discussed earlier above is also pertinent in this treatment.
 
NO ALIGNMENT WITH THE ED
 
If the tax laws remain status quo, the lessee should still be able to get full tax
deduction of the lease payments as the change resulted from the change in
accounting standard.  However the lessee has to track and adjust the amortisation
and interest expenses and then deduct the yearly lease payments to arrive at its
taxable profit. The administrative task to track differences for every ROU asset over
their unexpired years would be tedious and would inevitably increase the cost of
compliance for taxpayers.
 
TOTAL ASSET METHOD FOR INTEREST/BORROWING COST ADJUSTMENT
 
Another tax issue as a result of the ED is the tax adjustments relating to disallowable
interest expense and borrowing cost in lieu of interest or in reduction thereof, if any,
using the total asset method (TAM) as shown below:
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As a result of including the income-generating ROU asset, the use of TAM will
therefore reduce the amount of non-deductible expenses applicable to non-income-
producing assets as the total assets in the denominator have increased. This
treatment is unfavourable for the tax authorities and hence they may exclude such
ROU assets in the TAM. However, identifying which ROU asset arises from the ED may
be problematic.
 
CONCLUSION
 
As a result of treating all OL as FL under the ED, the nature of expense would change
from lease rentals to interest and amortisation expenses. While aligning tax
treatment to the ED may require changes to the SITA, the benefit of such changes to
SITA will help alleviate compliance costs and simplify tax computation for businesses.
However, it remains to be seen whether the tax authorities would consider such a
move.
 
 
 
Khoo Teng Aun is Associate Professor of Accounting, Singapore Management
University.
 
 
 Three annual payments of $1,000 discounted to PV @ 4% is {1,000 + (1,000 x [1 – (1
+ 0.04) )/0.04])} = $2,886
 Interest for year 2; $961 (that is, 1,886 + 75 – 1,000) x 4%
 (1,886 + 75 – 1,000)
 (961 + 39 – 1,000)
 “Where ordinary accounting principles run counter to the principles of tax law, they
must yield to the latter for the purposes of computing gains and profits for tax”; ABD
Pte Ltd v CIT [2010] SGHC 107 para 111
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